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the CPA
practitioner

OCTOBER 1978

An AICPA publication

for the local firm

VALUING THE GOODWILL OF A LOCAL PRACTICE UNIT
In the fall of 1973, my partner and I faced a prob
lem which we believe has confronted, and will
continue to confront, many practitioners. We were
not partners then but were discussing the possi
bility of creating a partnership and the problem
we faced was how to value the goodwill of an
ongoing accounting practice.
I had been in practice for several years by then
and my partner was a key employee in the firm.
I was in my mid-40s, he was in his early 30s, and
each of us had something the other needed. I
possessed an ongoing practice and he had the
talent and personality to help that practice grow
and prosper.
We both recognized that the practice had good
will but we did not know how to value it. We
consulted the AICPA library and the staff was
particularly helpful, sending us all the material
it had on the subject. However, we were disap
pointed to find only a small amount of literature
in this area.
Because of the difficulty we had in learning
about others’ experiences, we have decided to
share our method of determining goodwill with
other practitioners.
This is how we did it:
□ We projected fees for the first year of the
new partnership, and since my practice was
several years old we had a good basis on
which to make an estimate. The actual fees
exceeded our estimate but not to an extent
that caused us to think that our exercise
had been in vain.
□ Based upon these estimated fees, we then
projected a profit for the first year of the
partnership. It was our opinion that profit,
after giving a fair allowance for salary equiv
alents to the two partners, should equal
about 15 percent of gross fees. We therefore
multiplied the estimated fees by 15 percent
to project the profit.

□ Having forecast the profit, we then faced the
problem of capitalizing that future flow of
income. We believed that the proposed part
nership was a less risky proposition than a
new venture would be. But, we also knew
that a two-man firm is subject to hazards
that would not plague a larger and better
established practice unit. Taking these
points and 1973 interest rates into consider
ation, we concluded that a capitalization
ratio of 20 percent was reasonable. Thus,
we multiplied the anticipated profit by five
to arrive at the value of the goodwill.
□ The value of the goodwill, as calculated
above, was for 100 percent ownership of the
practice. We therefore converted that figure
to a percentage of ownership figure and used
that for the basis of selling goodwill.
□ We recognized that profits were partly con
ditioned by partners' salary allowances. Too
much salary would eliminate any potential
for profit and a salary under allowance
would cause profits to be artificially exag
gerated.
We also knew that our projections would
be invalid if
(1) the practice were to suffer severe client
losses or
(2) experience an unprecedented spurt of
fee growth.
To allow for these contingencies, we de
cided that if annual profits exceeded 17½
percent of gross revenues, we would in
crease the partners’ salaries (in the normal
salary ratio) so as to bring the profitability
down to 17½ percent.
We also decided that if profitability were
less than 12½ percent of gross fees, we
would refund part of our salaries (in the
salary ratio) so that the profits would be at
least 12½ percent of revenues.
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□ We also set upper and lower limits on the
amount that would be charged per percent
age point for goodwill. The upper limit was
roughly 10 percent above the calculated fig
ure with the lower limit being an equal
amount beneath it. We knew that at year
end we would multiply the actual profit by
five in order to determine the actual price
per percentage point for goodwill and that
this amount would have to be within the
above stated limits.
The formula is more complicated than most and
rests upon the notion that the value of goodwill
is dependent upon the ability to earn profits above
and beyond normal salary allowances.
Judging by the literature available at the time,
our approach represented a departure from pre
vailing thought in 1973. Then (and maybe even
now), goodwill was most often thought of as being
a function of total annual fees and was calculated
as being the product of those fees times a predeter
mined multiplier.
We rejected this concept of goodwill though be
cause we believed that profitability was a better
gauge of the value of goodwill and that clients
rated differently in terms of profitability and
desirability.
So while our approach was a departure from
the norm in late 1973, we were convinced that
emphasizing profitability as opposed to revenues
would provide a calculation that gave a better
valuation of goodwill. In retrospect, my partner
and I still believe that the results of our calculation
were fair.
When the opportunity arises of admitting a
third partner, we have decided that this will be
the basic formula used. Some of the numbers and
values will be changed because our practice is
larger and has greater recognition now than was
the case in 1973. Still, the basic framework will
remain the same and this may be the best indica
tion that, at least for one practice unit, our method
is appropriate for measuring the value of goodwill.
—by Houston D. Smith, Jr., CPA
Decatur, Ga.

Timely Tips
Mahlon Rubin’s firm in St. Louis warns that time
is wasted by
□ Lengthy ceremonies and meetings that are
held solely because of tradition.
□ Supervisors who correct mistakes them
selves instead of bringing them to the atten
tion of the staff member.
□ Postponing decisions because of fear of
making a mistake.
But, the firm points out that time can be saved if,
at the start of each day, we write down the five
most important things to do and concentrate com
pletely on getting them done.

Tax Planning for the Small Business
“Tax Planning for the ‘Small Business'” is the
theme of the AICPA’s national conference on fed
eral taxes which will be held at the Capital Hilton
Hotel in Washington, D.C. on October 30-31, 1978.
The two days of presentations, panel discussions
and question and answer sessions will include
estate planning for the controlling shareholder,
tax planning for CPA practice, negotiating the
purchase or sale of a closely held business and
tax audit problems of the small business. The
moderators and panelists, many of whom are
experienced tax practitioners or selected govern
ment officials, will offer practical advice on these
subjects.
In addition, the luncheons will feature speakers
who are closely involved with small business
matters in the administration and in Congress.
The registration fee is $150. This covers all
sessions and includes materials, luncheons and
coffee breaks for the two days but does not cover
hotel accommodations or other meals.
For further information, please contact the
AICPA meetings department.
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Some Thoughts on Preparing a Policy
Manual and Personnel Guide
It is in a firm’s best interest to formalize and write
down its management personnel policies. Among
other benefits a policy manual can be an important
tool in the orientation of new staff members and,
if thoughtfully prepared, can help motivate the
staff thereby resulting in improved services to
clients.
Our policy manual is for the use of both clerical
and professional staff. It was developed, and pro
fessional matters such as the code of ethics were
reviewed, in conjunction with a public relations
firm, legal counsel and the Massachusetts Society
of CPAs.
Broadly speaking, a policy manual should de
scribe the firm, cover standards of professional
work, personal conduct, employee benefits, work
ing hours and vacations, travel and expense reim
bursements, and office procedures and routines.
Quite obviously, the more comprehensive a
policy manual is, the better guidance it will give
the staff. And, while it is not possible in an article
(or even necessary) to cover every subject in a
policy manual, the following topics are among
those that should be given some thought when
preparing one. They are based on our personnel
guide, a copy of which is loaned to each staff mem
ber while in the employ of the firm.

Description of the Firm
□ The introduction should extend a welcome
to the readers, make them feel part of the
organization and let them know what is ex
pected of them.
□ Explain the firm’s philosophy, state its ob
jectives and the means of attaining them.
Detail the services provided and the geo
graphical area covered.
□ Give the firm’s history, tell how it was
started and how it grew, and mention the
education of its founders, professional mem
berships, etc.
□ Have an organization chart showing the
firm’s management and how committees are
established. (This can be used to explain the
advantages of a small firm when recruiting.)
□ Show the classifications of professional per
sonnel and their functions and responsibili
ties. Explain the process of selecting per
sonnel for the firm.
Standards of Professional Work
□
List the professional organizations and vari

□
□

□

□

□

□

□

□

□

□

□

ous other state agencies to which the firm’s
principals belong.
Make sure that all personnel become fa
miliar with the rules of professional conduct.
Encourage personnel to safeguard the firm’s
interests, conduct themselves as profession
als and work as expeditiously as possible.
All members of the accounting staff should
be encouraged to join the AICPA and other
appropriate organizations. Explain the pro
cess for reimbursing staff for the cost of dues
and of attending meetings and seminars.
Explain the assistance offered by the firm to
facilitate staff training and development.
This could be the use of the library, the pub
lication of internal accounting and tax bul
letins or the holding of periodic staff training
meetings.
State the policy regarding reimbursement
for advanced CPE courses and certain
courses that the firm may require. Notify all
professional staff members that they are
expected to attain CPA status as soon as
possible.
List the services available in the firm’s
library and explain the classification system
and the rules governing withdrawal of books
and periodicals.
Encourage staff members to write articles
for publication. Let them know if the firm
can help them in any way.
Explain the rules for reporting work in
process and for keeping in touch with the
office. It is also important to explain how
personnel are assigned to jobs.
Let the staff members know the processes
by which their performances and salaries
will be evaluated. And let them know they
have the opportunity to discuss their prog
ress. Include copies of any forms used in the
evaluation process.
In order to maintain the firm’s indepen
dence, staff members must be instructed to
notify the principal if they are assigned to
work where they (1) were previously em
ployed, (2) have a relative in the employ of
the client, (3) have a relative in the employ
of a competitor of the client, (4) have a
financial interest in the client.
Staff members should be instructed to main
tain a courteous but independent attitude
in their relations with clients. Any criticism
regarding the assignment should be on the
working papers and be brought to the atten
tion of the principal in charge of the engage
ment.
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□ Stress the importance of confidentiality and
explain the steps taken to enforce it. Let the
staff members know what must be done in
the event of discovery of possible defalca
tion.
□ State the rules governing personal conduct
(especially at a client’s office), telephone
calls, smoking, dress and grooming codes,
working hours, vacations, overtime and sup
per allowances, etc.

Employee Benefits
□ Information concerning the firm pension
plan and the profit sharing plan should in
clude the following topics: effective date,
cost, operation, eligibility, retirement dates,
benefits, termination, dismissal and forfeit
ures, limitation of assignment, rights to em
ployment or benefits, plan amendment or
termination.
□ Information on hospitalization and major
medical insurance should state the carrier
of the insurance plan, its cost and who pays
it, and cover dependents and eligibility.
□ Information on group life insurance should
list the types available, state the carriers and
the coverage, the cost and who pays it.
□ Information on a group disability income
plan should state the firm’s policy as to eli
gibility and the length of time which cover
age provides.
□ Consider including copies of the summary
plan descriptions as part of the policy
manual.
-based on material supplied by
Francis M. Percuoco, CPA
North Quincy, Mass.
For an example of a firm’s personnel guide, see
the appendix to part 3 of the MAP Handbook.

Description of a CPA
Bad eyesight.
Verbose on minute topics.
Calloused posterior.
Never without a pencil except when one is
needed.
Can’t add without a calculator.
Neat and tidy except for his desk.
Personal bank account is never reconciled.
Wears white hats.
That, apparently, is what James Grimsley
has heard in Rocky Ford, Colorado.

Operations Control Foremanship

The greater the number of people involved in an
engagement, the more critical it is to have a good
system for monitoring the flow of work.
The following system, which has worked well
for practice units ranging in size from those with
a few people to firms with dozens of employees,
consists of work control sheets, status control
sheets and a three-ring binder (the status control
book). The control sheets are preprinted on
x 11" colored paper and punched for insertion in
the three-ring binder. Suggested color codings
(light shades) are as follows:
□ Work control sheets for individual tax re
turn clients—blue.
□ Status control sheets for individual tax re
turn clients—yellow.
□ Work control sheets for all other engage
ments—salmon.
□ Status control sheets for all other engage
ments—green.
The headings on both control sheets are identi
cal, that on the status control sheet being a carbon
copy of the heading on the work control sheet.
Each step in the engagement (including clerical),
from preparing workpapers to mailing or deliver
ing the finished item, is listed on the left-hand side
of the work control sheet. The column headings
across the top are for the components of the en
gagement, such as reports, and federal and state
tax returns. The status control sheets have column
headings for the date and for remarks.
The control sheets should be headed up in ad
vance and filed alphabetically by clients’ fiscal
year-end. When an engagement is activated, the
work control sheet should be given to the incharge accountant and the status control sheet
filed in the status control book, which is divided
into sections, one for each in-charge accountant.
The work control sheet should stay with the work
papers every step of the way and no operation
performed without it.
At the beginning of each week during an engage
ment, the in-charge accountant should record the
date and status of the job on the status control
sheet. Upon completion of every step in the en
gagement, an administrative person (who has
been assigned to this function) should review the
control sheet for completeness and then file it
as the first page of the completed workpapers.
The status control sheet should then be re
moved from the book, initialed and dated at the
bottom of the page and filed alphabetically by
client's fiscal year-end. The control sheets for the
(Continued on page 6)
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WORK CONTROL SHEET
CLIENT _
ADDRESS

PERIOD ENDING
EXTENSION FILED TO_
PARTNER
IN CHARGE

State Returns

Prepared by
Partner review

Points cleared
Referenced

Reference
points cleared
Final
partner review

Tax dep't review
Tax points cleared
Typed or
photocopied

Compared and proved
Partner approval

Signed
Mailed/delivered

Date promised

Number of copies
Special instructions:

Staff evaluations_______________________
Next year’s staffing_____________________

Journal entries________________________
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STATUS CONTROL SHEET

CLIENT
PERIOD ENDING
ADDRESS
EXTENSION FILED TO
____________________________________________ PARTNER_____________________
____________________________________________ IN CHARGE____________________
DATE
STATUS

COMPLETED—TRANSFERRED TO INACTIVE FILE
Rev. 11/74

next year’s engagement can be prepared from
these completed status control sheets at a con
venient time.
Locating a particular client’s file during the in
dividual income tax filing season, when several
preparers are involved, may be facilitated by the
use of an alphabetical log (clients’ names) of pre
parers’ assignments that is activated by date.
But the two important principles to remember
are that no one should perform any work on an
engagement without a work control sheet and that
no engagement should be considered complete
until each item in each column of the work control
sheet is initialed and dated, and the status control
sheet is removed from the book.
-by Norman C. Batchelder, CPA
Keene, N.H.

A slight variation on the above method is offered
by Paul Browner, CPA of Silver Spring, Md.
First of all, and depending on the volume of
work, Mr. Browner suggests using a copy of the
work control sheet as the status control sheet.

Then, at the beginning of each week, the in-charge
accountant could run the work control sheet, with
whatever entries are on it, through a copying ma
chine and put the copy in the status control book.
That would kill the color scheme—the copy being
white—but Mr. Browner thinks it may not be too
important because the status control book would
be in alphabetical order anyway. A grid would
have to be added to the sheet to show the latest
date and the in-charge accountant’s initials.
The “Date promised’’ listing down the left side
of the work control sheet gave Mr. Browner an
other idea.
He suggests adding some space to show the esti
mated days to do a job, the actual time it took,
and whether actual time was over or under esti
mated time. He also thinks that it might be valid
for the administrator who closes out the control
sheets to tally up these figures and let them be
known to the managing partner.
Other suggestions for controlling work in proc
ess can be found in chapter 205 of the MAP Hand
book.
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Washington Checklist Update

In an article on page 7 of the June issue of the
Practitioner, we described some checklists that
the Washington Society of CPAs had produced for
its members and mentioned that the society was
willing to make them available to others on re
quest at a nominal charge.
Well, the society received over 1,500 requests
for these forms, a number which temporarily
swamped its small staff and exhausted the supply.
Russell Davis, executive director of the Wash
ington society, says that he held off ordering re
prints for awhile, hoping to first update some of
the material based on the final report of the AICPA
committee on accounting and review services.
However, the comment period for the proposed
statement on standards for accounting and re
view services, “Compilation and Review of Finan
cial Statements” expired on August 31 and the
final report is not expected before the end of the
year. Mr. Davis decided that he could delay no
longer. The financial reporting checklist, there
fore, will not be updated.
In order to simplify processing the requests
and to speed things up a bit, the Washington so
ciety will send the same four-piece package to
everyone (no matter what the order). The pack
age, which will be mailed shortly, contains the
estate planning questionnaire, the financial report
ing checklist, a booklet, Guide to Financial State
ments, and a reminder on providing management
services. The charge is $5 which will cover some
of the costs incurred by the society.
We are indebted to the Washington society for
making this material available to our readers.

Nothing's Easy

As amended by the 1976 Tax Reform Act, carryover
basis calculations are very complex and a number
of our readers have pointed out that the work
sheets in the August 1978 issue of the Practitioner
contained some errors. Accordingly, these particu
lar carryover basis worksheets should not be re
lied on by practitioners. We will publish correc
tions in the near future.
In the meantime, practitioners are reminded
that the due date for filing carryover basis infor
mation with the IRS (and for providing such in
formation to the heirs and assigns of decedents)
has been postponed from October 31, 1978 to De
cember 31, 1978. Also, Congress is currently con

sidering a deferral of the effective date of carry
over basis to apply to those dying after December
31, 1979.
We regret the errors which were caused by
confusing concepts. Our only consolation is that
the correspondence shows that there is consider
able interest in the worksheets and much appreci
ation of the work that John Cummings put into
preparing them. As Mr. Cummings says, “I guess
nothing in this world comes easy—especially any
thing to do with taxes.”
-Editor

Developing a Quality Control Document

The idea of quality control is not new to CPA
firms but it’s quite possible that few practitioners
have ever thought of the various policies and pro
cedures they have established as being related to
quality control.
However, in recent years the pressures of public
scrutiny, increased legal liability, heightened criti
cism and congressional investigation of the pro
fession have resulted in stronger emphasis on
quality control in firms.
If a firm participates in the voluntary control
review program or is a member of either practice
section of the AICPA’s division for firms, it must
have a quality control document although this is
not required by Statement on Auditing Standards
no. 4, Quality Control Considerations for a Firm
of Independent Auditors.
Even if your firm is not involved in the volun
tary program or either of the two practice sections,
a quality control document will facilitate internal
monitoring of your firm’s quality control system
and can be used to comply with the ninth element
of quality control—i.e., inspection.
A firm should document all of its policies and
procedures relating to the nine elements of quality
control set forth in SAS no. 4 in a manner which
meets its needs, size, philosophy and organiza
tional structure, etc. And, because these elements
are so interrelated, the quality control document
should include all policies and procedures that
affect the quality of a firm’s work, even if they are
administrative in nature.
The first step in developing a quality control
document is to determine what quality control
policies and procedures already exist in your firm.
At first you may think there aren’t any. But, if
you use checklists to ensure that all steps in a
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given assignment have been completed or, if you
require a second review of audit reports, etc.,
then you do indeed have some quality control
procedures in effect.
There are several factors to consider which will
help in identifying these existing policies and pro
cedures. Some of them involve
□ The size and organizational structure of the
firm.
□
The size and levels of the professional staff.
□ The degree of autonomy given to the staff
and each office.
□
Administrative controls.
□
The type of services provided.
□
The growth of the firm.
□ The firm’s objectives and operating phi
losophy.
Quite obviously, there are many facets to each
of these factors, and many practitioners who wish
to draft a quality control document will have diffi
culty identifying their current policies and pro
cedures, comparing them with what is suggested
by the AICPA and writing a document that suits
their firm's needs.
In order to help practitioners with the problems
this can entail, the AICPA’s CPE division will hold

American Institute of Certified Public Accountants, Inc.
1211 Avenue of the Americas
New York, N.Y. 10036

a series of one-day workshops in nine cities be
ginning on November 6 in Dallas.
To assure maximum effectiveness, the work
shops will be conducted under the guidance of
experts in the development of quality control and
each will be limited to 30 persons (partners or
managers).
In addition, the workshop sessions will be sub
divided into groups of four or five people from the
same size and type of firms. This should result in
a considerable exchange of ideas and promote
discussion of those problems that are relevant to
participants’ own practices.
Among other things, attendees will acquire a
knowledge of the components of a quality control
document, learn how their firms' forms, manuals,
questionnaires and checklists are part of the
quality control system, learn how to develop ac
ceptable policies and procedures and, impor
tantly, learn by drafting portions of their own
firms’ document.
Sites of the workshops include Atlanta, Chicago,
Dallas, Houston, Kansas City, Mo., Las Vegas,
Miami, New York City and Rochester, N.Y.
For further information, please contact the
relevant state society.
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